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INTRODUCTION 

This  report  ^  on  tax  expenditures  for  fiscal  years  1992-1996  is 
prepared  by  the  staff  of  the  Joint  Committee  on  Taxation  ("Joint 
Committee  staff)  for  the  House  Committee  on  Ways  and  Means 
and  the  Senate  Committee  on  Finance.  The  report  is  also  submitted 
to  the  House  and  Senate  Committees  on  the  Budget  as  required  by 
the  Budget  Act  of  1974,  as  amended.  The  Budget  Committees  in- 
clude estimates  of  tax  expenditures  in  their  reports  that  accompa- 
ny the  annual  budget  resolutions. 

As  in  the  case  of  earlier  reports,  ^  the  estimates  of  tax  expendi- 
tures in  this  report  were  prepared  in  cooperation  with  the  staff  of 
the  Office  of  Tax  Analysis  in  the  Treasury  Department.  The  Treas- 
ury published  its  estimates  of  tax  expenditures  for  fiscal  years 
1990-1992  in  the  President's  Budget  for  Fiscal  Year  1992.  ^  The  lists 
of  tax  expenditures  in  this  Joint  Committee  staff  report  and  the 
budget  report  overlap  considerably,  and  the  differences  are  dis- 
cussed below  in  Part  I  under  the  heading  "Comparisons  with 
Treasury". 

The  Joint  Committee  staff  has  made  its  estimates  (as  shown  in 
Table  1)  based  on  the  provisions  in  tax  law  as  enacted  through  De- 
cember 31,  1990,  including  relevant  provisions  in  the  Omnibus 
Budget  Reconciliation  Act  of  1990.  Expired  or  repealed  provisions 
are  not  listed  if  their  effects  on  revenue  result  only  from  taxpayer 
activity  in  years  before  1990.  Extensions  or  modifications  of  expir- 
ing provisions  are  not  included  until  they  have  been  enacted  into 
law. 

Part  I  of  this  report  contains  a  discussion  of  the  concept  of  tax 
expenditures  and  is  followed  in  Part  II  by  a  discussion  of  the  meas- 
urement of  tax  expenditures.  Estimates  of  tax  expenditures  for 
fiscal  years  1992-1996  are  presented  in  Table  1  in  Part  III.  Table  2 
shows  the  distribution  of  tax  returns  by  income  class,  and  Table  3 
presents  distributions  of  selected  individual  tax  expenditures  by 
income  class. 


*  This  report  may  be  cited  as  follows:  Joint  Committee  on  Taxation,  Estimates  of  Federal  Tax 
Expenditures  for  Fiscal  Years  1992-1996^08-4-91),  March  11,  1991. 

*  Joint  Committee  on  Taxation,  Estimates  of  Federal  Tax  Expenditures,  October  4,  1972,  June 
1,  1973,  July  8,  1975,  March  15,  1976,  March  16,  1977,  March  14,  1978,  March  15,  1979,  March  6, 
1980,  March  16,  1981,  March  8,  1982,  March  7,  1983,  November  9,  1984,  April  12,  1985,  March  1, 
1986,  February  27,  1987,  March  8,  1988,  February  28,  1989,  and  March  9,  1990. 

^  Office  of  Management  and  Budget,  "Tax  Expenditures,"  Section  XI,  Part  Three,  Budget  of 
the  United  States  Government,  Fiscal  Year  1992,  pp.  17-41. 
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I.  THE  CONCEPT  OF  TAX  EXPENDITURES 

Overview 

Tax  expenditures  are  defined  as  reductions  in  individual  and  cor- 
porate income  tax  liabilities  that  result  from  special  tax  provisions 
or  regulations  that  provide  tax  benefits  to  particular  taxpayers. 
These  special  tax  provisions  can  take  the  form  of  exclusions,  cred- 
its, deductions,  preferential  tax  rates,  or  deferrals  of  tax  liability. 

Special  income  tax  provisions  are  referred  to  as  tax  expenditures 
because  they  are  considered  to  be  analogous  to  direct  expenditure 
programs,  and  the  two  can  be  viewed  as  alternative  means  of  ac- 
complishing similar  policy  objectives.  Tax  expenditures  are  most 
similar  to  those  direct  spending  programs  which  have  no  spending 
limits,  and  which  are  available  as  entitlements  to  those  who  meet 
the  statutory  criteria  established  for  the  programs.  Direct  expendi- 
ture programs  normally  require  the  approval  of  an  application 
from  a  potential  beneficiary.  Most  tax  expenditures  require  no 
action  other  than  the  filing  of  a  tax  return.* 

Estimates  of  tax  expenditures  are  prepared  for  use  in  budget 
analysis.  They  measure  the  economic  benefits  that  are  provided 
through  the  tax  laws  to  various  groups  of  taxpayers  and  sectors  of 
the  economy.  The  estimates  may  also  be  useful  in  determining  the 
relative  merits  of  achieving  specified  public  goals  through  tax  bene- 
fits versus  direct  outlays. 

In  this  report,  the  Joint  Committee  staff  follows  the  definition  of 
tax  expenditures  that  appears  in  the  Congressional  Budget  and  Im- 
poundment Control  Act  of  1974  ("Budget  Act  of  1974"):  ".  .  .  those 
revenue  losses  attributable  to  provisions  of  the  Federal  tax  laws 
which  allow  a  special  exclusion,  exemption  or  deduction  from  gross 
income  or  which  provide  a  special  credit,  a  preferential  rate  of  tax 
or  a  deferral  of  tax  liability."  ^  The  legislative  history  of  the  Act 
indicates  that  tax  expenditures  are  to  be  defined  with  reference  to 
a  normal  income  tax  structure. 

The  Joint  Committee  staff  has  used  its  judgment  in  distinguish- 
ing between  those  income  tax  provisions  (and  regulations)  that  can 
be  viewed  as  a  part  of  normal  tax  law,  and  those  special  provisions 
that  result  in  tax  expenditures.  A  special  provision  might  be  classi- 
fied as  a  tax  expenditure  on  the  basis  of  one  of  these  two  criteria: 
(1)  the  provision  represents  a  departure  from  the  taxation  of  eco- 
nomic income  that  is  made  for  reasons  other  than  administrative 
feasibility;  or  (2)  the  provision  offers  special  tax  relief  to  a  narrow 
group  of  taxpayers. 


*  There  are  a  few  tax  expenditures  that  have  application  requirements  and  spending  hmits. 
One  example  is  the  teix  credit  for  low-income  rental  housing.  This  credit  is  available  only  to 
those  who  have  received  credit  allocations  from  State  housing  authorities.  There  are  statutory 
limits  on  the  total  amount  of  credit  allocations  that  can  be  issued  in  any  given  year. 

«  Congressional  Budget  and  Impoundment  Control  Act  of  1974  (P.L.  93-344),  sec.  3(aX3). 
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A  provision  traditionally  has  been  listed  as  a  tax  expenditure  by 
the  Joint  Committee  staff  if  there  is  a  reasonable  basis  for  such 
classification  and  the  provision  results  in  more  than  a  de  minimis 
revenue  loss — which  in  this  context  means  a  revenue  loss  of  at 
least  $10  million  in  each  of  the  five  fiscal  years  1992-1996.  The 
Joint  Committee  staff  emphasizes,  however,  that  in  the  process  of 
listing  tax  expenditures,  no  judgment  is  made,  nor  any  inference 
intended,  about  the  desirability  of  any  special  tax  provision  as  a 
matter  of  public  policy. 

If  a  tax  expenditure  were  eliminated.  Congress  might  choose  to 
continue  financial  assistance  through  another  means  rather  than 
terminate  all  Federal  assistance  for  the  activity.  For  example,  the 
Tax  Reform  Act  of  1986  repealed  the  itemized  deduction  for  certain 
adoption  expenses  and  in  its  place  authorized  a  direct  spending 
program  for  such  expenses.  To  the  extent  that  a  replacement 
spending  program  would  be  enacted,  the  higher  revenues  received 
as  a  result  of  the  elimination  of  a  tax  expenditure  might  not  repre- 
sent a  net  budget  gain.  The  nature  of  any  alternative  program 
cannot  be  anticipated — it  could  involve  direct  expenditures,  direct 
loans  or  loan  guarantees,  a  different  form  of  a  tax  expenditure,  or 
a  general  reduction  in  tax  rates.  Joint  Committee  staff  estimates  of 
tax  expenditures  do  not  anticipate  such  policy  responses. 

The  Budget  Act  of  1974  uses  the  term  tax  expenditure  to  refer  to 
the  special  tax  provisions  that  are  contained  in  the  individual  and 
corporate  income  tax  structure.  Other  Federal  taxes  such  as  excise 
taxes,  employment  taxes,  and  estate  and  gift  taxes  also  have  excep- 
tions, exclusions,  and  credits,  but  those  special  tax  provisions  are 
not  included  in  this  report  because  they  are  not  part  of  the  income 
tax.  Thus,  for  example,  the  income  tax  credit  for  producing  ethanol 
for  use  in  gasohol  is  included,  but  the  equivalent  exemption  from 
the  excise  tax  on  gasohol  sales  is  not  treated  here  as  a  tax  expendi- 
ture. 

Individual  Income  Tax 

Under  the  Joint  Committee  staff  view,  the  normal  structure  of 
the  individual  income  tax  includes  the  following  major  components: 
one  personal  exemption  for  each  taxpayer  and  one  for  each  depend- 
ent, the  standard  deduction,  the  existing  tax  rate  schedule,  and  de- 
ductions for  investment  and  employee  business  expenses.  Nearly 
all  other  tax  provisions  can  be  viewed  as  exceptions  to  normal 
law.^ 

Personal  exemptions  and  the  standard  deduction  are  viewed  as 
part  of  normal  tax  law  because  Congress  believes  these  amounts 
approximate  the  level  of  income  below  which  it  would  be  difficult 
for  an  individual  or  a  family  to  obtain  minimal  amounts  of  food, 
clothing,  and  shelter.  Itemized  deductions  (other  than  employee 
business  expenses)  are  classified  as  t£ix  expenditures,  but  only  to 
the  extent  they  exceed  the  standard  deduction  level. 

Interest  deductions  that  are  viewed  as  part  of  normal  tax  law  in- 
clude interest  paid  or  accrued  on  indebtedness  incurred  in  connec- 
tion with  a  trade  or  business,  investment  interest  to  the  extent  of 


'  Some  of  the  exceptions  to  normal  law  are  tax  disincentives  which  result  in  higher  tax  liabil- 
ities. Teix  disincentives  tire  not  shown  in  this  report. 


investment  income,  and  interest  payable  on  any  unpaid  portion  of 
tax  due  on  an  estate  when  an  extension  of  time  for  payment  is  in 
effect.  Interest  provisions  that  are  viewed  as  tax  expenditures  in- 
clude the  deduction  for  mortgage  interest  on  a  principal  or  second 
residence,  and  the  jjermanent  exemption  from  the  imputed  interest 
rules. 

A  new  tax  expenditure  for  1991  and  beyond  is  the  maximum  28- 
percent  tax  rate  on  capital  gains  of  individuals.  This  maximum 
rate  was  enacted  in  the  Tax  Reform  Act  of  1986,  but  it  had  no 
effect  from  1988  through  1990  because  in  those  years,  all  taxable 
income  of  individuals  was  subject  to  the  same  28-percent  maximum 
statutory  rate.  This  year  (1991),  the  maximum  statutory  rate  on  in- 
dividual income  rises  from  28  percent  to  31  percent,  and  the  excep- 
tion for  capital  gains  becomes  effective.  Thus,  the  special  capital 
gains  maximum  tax  rate  is  once  again  a  tax  expenditure.  Other 
capital  gains  provisions  that  remain  as  tax  expenditures  are:  the 
exclusion  of  capital  gains  from  income  at  death;  the  deferral  of  cap- 
ital gains  on  personal  residence  sales  rollovers;  and  the  exclusion  of 
capital  gains  up  to  $125,000  on  sales  of  personal  residences  for  indi- 
viduals age  55  or  over. 

The  Omnibus  Budget  Reconciliation  Act  of  1990  created  several 
additional  tax  expenditures:  (1)  a  tax  credit  for  health  insurance 
expenses  for  children  of  taxpayers  eligible  for  the  earned  income 
credit;  (2)  a  business  tax  credit  for  the  cost  of  providing  access  for 
disabled  individuals;  and  (3)  a  tax  credit  for  enhanced  oil  recovery 
costs. 

The  National  Income  and  Product  Accounts  "^  include  estimates 
of  the  imputed  income  that  individuals  receive  from  the  services 
provided  by  owner-occupied  homes  and  other  durables.  The  individ- 
ual income  tax  provides  a  complete  exception  for  this  imputed 
income,  but  the  Joint  Committee  staff  does  not  view  this  exception 
as  a  tax  expenditure.  The  measurement  of  imputed  income  for  tax 
purposes  presents  severe  administrative  problems,  and  its  exclusion 
from  t£ixable  income  may  be  regarded  as  an  administrative  necessi- 
ty. If  all  imputed  income  were  included  in  adjusted  gross  income,  it 
would  be  proper  to  include  all  interest  deductions  as  part  of  the 
normal  tax  structure,  since  interest  deductions  would  be  allowable 
as  a  cost  of  producing  imputed  income. 

Business  Income  Taxation 

Business  income  is  generally  subject  to  the  same  tax  rules,  re- 
gardless of  whether  it  is  earned  by  sole  proprietors,  partnerships, 
or  corporations.  Sole  proprietorship  and  partnership  income  is 
taxed  at  the  individual  level,  whereas  corporate  income  is  subject 
to  a  separate  tax. 

The  corporate  income  tax  includes  a  graduated  tax  rate  schedule. 
The  lower  tax  rates  in  the  schedule  are  classified  as  a  tax  expendi- 
ture (as  opposed  to  normal  tax  law)  because  they  are  intended  to 
provide  tax  benefits  to  small  business  and  are  unrelated  to  con- 
cerns about  ability  of  individuals  to  pay  taxes. 


^  The  accounts  appear  in  U.S.  Department  of  Commerce,  Bureau  of  Economic  Analysis,  Survey 
of  Current  Business,  published  monthly. 


The  most  difficult  issues  in  defining  tax  expenditures  for  busi- 
ness income  of  individuals  and  corporations  relate  to  C£^ital  costs, 
which  are  costs  not  properly  allocable  to  income  earned  in  a  single 
year.  It  is  assumed,  for  example,  that  the  normal  tax  structure 
would  permit  straight-line  cost  recovery  deductions  on  structures 
and  equipment  over  an  asset's  estimated  useful  life. 

The  measurement  of  income  from  capital  under  the  normal 
income  tax  structure  does  not  take  into  account  the  effects  of  infla- 
tion on  items  such  as  depreciation,  capital  gains,  and  interest  pay- 
ments. As  a  result,  some  tax  expenditure  estimates  will  generally 
be  larger  than  would  be  the  case  if  the  normal  tax  structure  pro- 
vided for  inflation  adjustments  in  these  items. 

The  foreign  tax  credit  is  not  classified  in  this  report  as  a  tax  ex- 
penditure because  it  is  intended  to  prevent  double  taxation  of 
income  earned  abroad  by  U.S.  investors. 

Comparisons  with  Treasury 

The  Joint  Committee  staff  lists  and  the  Treasury  Department 
lists  of  tax  expenditures  differ  for  two  reasons.  First,  the  Treasury 
takes  a  broader  view  of  those  provisions  that  can  be  considered  a 
part  of  normal  tax  law  under  both  the  individual  and  business 
income  taxes.  The  Joint  Committee  staff  takes  a  narrower  view  of 
normal  tax  law,  and  thus  has  a  longer  list  of  tax  expenditures.  Use 
of  the  cash  method  of  accounting  rather  than  the  accrual  method 
provides  an  example.  The  Treasury  views  the  cash  accounting 
option  as  a  part  of  normal  tax  law,  but  the  Joint  Committee  staff 
views  it  as  a  departure  from  normal  law  that  constitutes  a  tax  ex- 
penditure. 

Second,  the  Joint  Committee  staff  and  Treasury  estimates  of  tax 
expenditures  are  prepared  for  different  sets  of  years.  The  Treas- 
ury's estimates  cover  the  usual  three-year  period  of  a  budget  sub- 
mission— the  last  fiscal  year,  the  current  fiscal  year,  and  the  forth- 
coming fiscal  year  to  which  the  budget  proposals  apply,  i.e.,  fiscal 
years  1990-1992.  The  Joint  Committee  starff  estimates  cover  the 
forthcoming  fiscal  year  and  the  succeeding  four  fiscal  years,  i.e., 
fiscal  years  1992-1996. 

For  the  past  two  years,  the  President's  Budget  has  contained  a 
section  that  reviews  and  tabulates  the  estate  and  gift  tax  provi- 
sions that  Treasury  views  as  tax  expenditures.  The  Joint  Commit- 
tee staff  views  estate  and  gift  tax  provisions  as  being  outside  of  the 
normal  income  tax  structure  and  thus  omits  them  from  its  list  of 
tax  expenditures. 

Tax  expenditure  items  in  the  Joint  Committee  staff  list  which 
have  not  been  included  separately,  or  within  another  item,  in  the 
Treasury's  listing  in  the  budget  report  are  shown  below. 

International  affairs 

— Exclusion  of  certain  allowances  for  Federal  employees  living 
abroad 

Energy 

— Expensing  of  tertiary  injectants 


Agriculture 

— Deductibility  of  patronage  dividends  and  certain  other  items  of 

cooperatives 
— Exclusion  of  cost-sharing  payments 
— Cash  accounting 

Insurance  companies 

— Deduction  of  unpaid  loss  reserves  of  property  and  casualty 

companies 
— Treatment  of  life  insurance  company  reserves 
— Exclusion  of  investment  income  from  structured  settlement 

amounts 

Business  and  commerce 

— Expensing  of  up  to  $10,000  of  depreciable  business  property 

— Expensing  of  magazine  circulation  expenditures 

— Special  rules  for  magazine,  paperback  book,  and  record  returns 

— Completed  contract  rules 

— Cash  accounting,  other  than  agriculture 

— Exception  from  net  operating  loss  limitations  for  corporations 

in  bankruptcy 
— Like-kind  exchanges 
— Gain  from  sale  or  exchange  to  effectuate  policies  of  the  FCC 

Transportation 

— Exclusion  of  interest  on  State  and  local  government  bonds  for 
high-speed  inter-urban  rail  facilities 

Employment 

— Exclusion  of  benefits  provided  under  cafeteria  plans 
— Exclusion  of  miscellaneous  fringe  benefits 
— Exclusion  of  employee  awards 


II.  MEASUREMENT  OF  TAX  EXPENDITURES 

The  interpretation  of  tax  expenditures  is  subject  to  important 
limitations.  The  difference  between  the  estimates  of  tax  liabilities 
under  present  law,  which  provides  for  a  particular  tax  expenditure 
provision,  and  the  higher  level  of  tax  liabilities  under  the  assump- 
tion that  the  provision  did  not  exist,  is  the  amount  of  the  tax  ex- 
penditure. For  this  computation,  as  opposed  to  revenue  estimates 
provided  for  legislative  purposes,  it  is  assumed  that  nothing  else 
changes,  i.e.,  these  are  static  estimates  that  do  not  anticipate  tax- 
payer behavioral  responses  to  changes  in  tax  law. 

Each  tax  expenditure  is  measured  in  isolation.  If  two  or  more 
items  were  to  be  eliminated  simultaneously,  the  combination  of 
changes  might  produce  a  lesser  or  greater  revenue  effect  than  the 
sum  of  the  amounts  shown  for  each  item  separately.  This  means 
that  the  addition  of  the  amounts  of  various  tax  expenditure  items 
is  of  quite  limited  usefulness,  and  this  is  why  annual  totals  for  all 
tax  expenditures  in  Table  1  are  shown  only  as  an  addendum  to 
Table  1. 

Year-to-year  differences  in  the  estimates  for  each  tax  expendi- 
ture reflect  changes  in  tax  law,  including  phaseouts  of  tax  expendi- 
ture provisions  and  changes  which  alter  the  definition  of  the 
normal  tax  structure,  such  as  the  tax  rate  schedule,  the  personal 
exemption  amount,  and  the  standard  deduction.  Some  of  the  esti- 
mates for  this  tax  expenditure  budget  may  differ  from  estimates 
made  in  previous  years  because  of  changes  in  law  and  economic 
conditions,  the  availability  of  better  data,  and  improved  estimating 
techniques. 

An  alternative  way  to  measure  tax  expenditures  is  to  express 
their  values  in  terms  of  outlay  equivalents.  An  outlay  equivalent  is 
the  dollar  size  of  a  direct  spending  program  that  would  provide  tax- 
payers with  net  benefits  that  would  equal  what  they  now  receive 
from  a  tax  expenditure.  The  Treasury  presents  estimates  of  outlay 
equivalents  in  the  President's  Budget. 
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III.  TAX  EXPENDITURE  ESTIMATES 

Tax  expenditures  are  grouped  in  Table  1  in  the  same  functional 
categories  as  outlays  in  the  Federal  budget.  Estimates  are  shown 
separately  for  individuals  and  corporations.  Those  tax  expenditures 
that  do  not  fit  clearly  into  any  single  budget  category  have  been 
placed  in  the  most  appropriate  category. 

Several  of  the  tax  expenditure  items  involve  small  revenue  loss, 
and  those  estimates  are  indicated  in  Table  1  by  footnote  1.  For 
each  of  these  items,  the  footnote  means  that  the  revenue  loss  is 
less  than  $50  million  in  the  fiscal  year. 

Table  2  presents  tax  return  information  for  each  of  nine  income 
classes  on  the  number  of  all  returns  filed,  the  number  of  all  re- 
turns and  taxable  returns  with  itemized  deductions,  and  the 
amount  of  tax  liability. 

Table  3  provides  estimates  by  income  class  for  some  of  the  tax 
expenditures  which  affect  individual  taxpayers.  Not  all  tax  expend- 
itures which  affect  individuals  are  shown  in  this  table  because  of 
the  difficulty  in  making  reliable  estimates  of  the  income  distribu- 
tion of  items  which  do  not  appear  on  tax  returns  under  present 
law. 

Tables  1,  2,  and  3  are  based  on  the  tax  laws  as  they  existed  on 
December  31,  1990. 
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